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SANJAY KUMAR SINGH & KARTHIK JEROME

Individual investors sold over
50 per cent of the shares (by
value) allotted to them in initial

publicofferings (IPOs)withinaweek
of listing, and 70 per cent within a
year, according to a study by the
Securities and Exchange Board of
India (Sebi). The study compiled
data from 144 IPOs listed between
April 2021 andDecember 2023.

Lureofquickgains
Experts attribute the short-term
approachadoptedbyretail investors
toseveral factors.Most investors lack
thenecessaryskills,nordotheyded-
icate the time and effort required to
analyse each IPO thoroughly. “Since
investors lackconviction in the IPOs
theyinvest in, theyareunabletohold
on to them for the long term,” says
Deepak Jasani, head of retail
research,HDFCSecurities.

Hecitesacouplemorereasonsfor
early exits. “Most IPOs are offered at
high valuations. After listing, many
fall in value, so investors exit early to
avoidpossible losses,” he says.

In bullish market conditions, a
largepercentageof IPOsprovide list-
ing gains. “Most retail investors do
notunderstandthe fundamentalsof
the company, nor read the red her-
ring prospectus. They simply bet on
the likelihood of listing gains in a
bullish market,” says Ankur Kapur,
head of investment, Plutus Capital.

Many investors also rotate their
funds into other IPOs. “The reduced
timelinefor IPOlistingsallows inves-
tors to quickly assess their positions
and reinvest their capital in new
opportunities,” says Sarvjeet Singh
Virk, co-founder and managing
director, Shoonya byFinvasia.

Short-termviewenhances risk

Short-termbetsonIPOscarryseveral
risks. “There is no guarantee every
IPO will open at a premium.
Sentiment and narrative can turn at
anypointandanIPOcanlistatadis-
count, causing losses,” says Kapur.

Short-term bets also carry an
opportunity cost. “If the stock
becomes a multi-bagger in a few
years, investors miss out on its
appreciation over the long term,”
says Jasani.

He further points out that selling
a stock in less thanayear results ina
higher 20per cent tax on short-term
capital gains.

Enterwithadequatehorizon
Seasoned and confident investors
should hold their investments
in IPOs for the long term, according
to Virk.

Kapursuggests thataswithother
equity investments, one should
invest in an IPO with a minimum
three-yearhorizon, thoughfiveyears
or more is ideal. “Only with such a
horizon can you expect meaningful
returns,” he says.

IPOs:Riskier than
already-listed stocks
IPOs inherently carry more risks
than stocks that have been listed on
theexchanges for sometime. “These
are new and untested companies.
For stocks that have been listed for

sometime,historicaldata isavailable
on management performance and
corporate governance. Analysts also
have an insight into whether man-
agement meets its earnings guid-
ance.Thathistory isnotavailable for
the management of IPOs,” says
Jasani.

Companies typically launchIPOs
when their recent performance
appears strong. “If the company is
facingdifficulties, itwillnotdisclose
them.Moreover, investorsmayenter
at the peak of the company’s busi-
nesscycle,afterwhichthingsmaygo
downhill,” says Jasani.

Unlike established companies,
IPOs lack a comprehensive track
record of financial performance.
Investors have to rely on the limited
data provided in the prospectus.
“Thismakes it challenging to assess
thecompany’sprofitability, stability,
and growthpotential,” saysVirk.

Anotherchallenge is the informa-
tion asymmetry in IPO investing.
Promoters and early institutional
investors sell andexit theirholdings,
partiallyor fully.Retail investorsbuy
from them. “The seller is better
informed and stronger, while the
buyer is uninformed and weaker,”
saysKapur.

IPOs are usually offered at high
valuations, allowing promoters to
maximise their returns. These high
valuations reduce the likelihood of

retail investorsmaking profits, even
over the long term.

Conductduediligence
Retail investors should carefully
assess why the company is raising
funds through an IPO. If the funds
are intendedforbusinessexpansion,
research and development, market-
ing, or paying off debts, the purpose
can be considered reasonable. “An
IPOthatprimarilyprovides liquidity
to early investors, such as through
anoffer for sale (OFS), couldbea red
flag,” saysVirk.

Investors should thoroughly
reviewtheprospectus tounderstand
howthecompanygenerates revenue
andprofits. They shouldevaluate its
marketposition,competitiveadvan-
tages, and growth potential.
“Identifying key competitors and
assessing the company’s market
share, strengthsandweaknesses rel-
ative to them is crucial,” saysVirk.

Wait for the right valuation
Once a company has been listed for
threemonths to one year, its reality
begins to emerge. “Even if it is a
high-quality business, there is a
goodchanceyoucouldbuythestock
at a lower valuation six to 12months
later, once the euphoria around
its listing has faded. A market
downturnmay also provide a better
entry price,” says Kapur.
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Blind bets on IPOs can be risky
if market sentiment changes
If thecompany’s
quality issoundbut
valuationishigh,
wait foracorrection

Let’s begin with my favourite
episode from the 1980s British
satireseriesYesMinister, featur-
ing senior bureaucrat Sir
Humphrey and his boss,
CabinetministerJimHacker. In
a famous scene, Sir Humphrey
justifies the existence of a
hospital with no patients but
500administrative staff:

Jim Hacker: “A hospital
without patients? What’s the
point of that?”

Sir Humphrey: “It’s a per-
fectlygoodhospital,Minister. It
has excellent administration
andanefficient staff.”

Jim Hacker: “But no
patients!”

SirHumphrey: “Patients are
an unnecessary inconvenience
for the staff.”

Jim Hacker: “Isn’t the pur-
pose of a hospital to have
patients?”

Sir Humphrey: “Oh no,
Minister. The purpose of the
health service is to provide
health care, not health.”

This dialogue perfectly sat-
irises the absurdity of outdated
systems, remindingmeof rules
in our formal sector, framed in
the 1950s. These rules on
Employee Provident Fund
(EPF), Employees State
Insurance (ESI) and Profession
tax burden employers and
employees alike, especially as
we struggle to increase formal
employment.

Take the example of Sarita,
a (fictitious) new employee in
Mumbai earning ~15,000 per
month (~1.80 lakh annually).
Shemustpayaprofessiontaxof

~2,500 annually. The adminis-
trativeburdenofpayingthis tax
is high. With no time limit for
arrears collection, notices can
arrive 10-15 years later, with
steeppenalties.

Next, Sarita (~1,350) and her
employer (~5,850) must pay a
total of ~7,200 annually to the
Employees’ State Insurance
Corporation (ESIC). However,
getting claims from ESIC is
notoriouslydifficult, effectively
making it another tax. ESIC
holds~1,17,000croreinreserves.
The claims paid (~14,000 crore)
are 83 per cent of contributions
(~17,000 crore), and investment
income (~7,000 crore) is 41 per
cent of contributions (Source:
Accounts for year endedMarch
31, 2023). The
numbersreveala
system where
contributors
have long given
up hope of
receiving claims.

Then you
have the
Employees’
Provident Fund
Organisation
(EPFO) triplets.
Sarita contributes ~1,800
monthly to her EPF, while her
employer contributes ~600 to
her account, plus ~75 in admin-
istrative charges. In addition,
heremployercontributes~1,200
to her Employees’ Pension
Scheme(EPS)accountand~900
forher life insurance(of~7 lakh),
under the Employees’ Deposit
Linked Insurance (EDLI)
scheme.

All these small deductions
add up. Sarita pays ~25,450 per
year (~21,600 EPF + ~2,500 pro-
fession tax + ~1,350 ESIC), leav-
ing her with ~1,54,550 from her
salary of ~1,80,000.Meanwhile,
her employer pays a total of
~39,250 (~7,200 EPF, ~24,400
EPS, ~900EDLI, ~900adminis-
trative charges and ~5,850 ESI),
making Sarita’s total cost to the
employer ~2,19,250. The differ-
ence (~64,700) between her
employer’s cost and Sarita’s

take-home pay is 42 per cent—
coincidentally thesametaxrate
for individuals earning over ~5
crore annually. Effectively, the
lowest-paid employees are
taxed at the same rate as the
highest earners.

The benefits are illusory.
After March 31, 2023, sub-
scribers withdrawing money
from EPF do so based on esti-
mated earnings. EPFO has 5
lakh dormant accounts, and its
infrastructure is crumbling,
leading to delayed payments,
according to reports. EPFmust
be the highest-cost fund man-
agerglobally,withzeroaccount-
ability. Its pension scheme,
according to the last valuation
in2019, revealeda~37,000crore

deficit, which has
likely grown since.
Any deficit in the
EDLIschemeremains
undisclosed in the
annual accounts.

Former finance
minister Arun Jaitley
remarked in his 2015-
16 Budget speech,
“Both EPF and ESI
have hostages, rather
than clients. Further,

the low-paid worker suffers
deductions greater than the
better-paidworkers, inpercent-
ageterms.”Yet,EPFOhasstone-
walled the interoperability
between the National Pension
System (NPS) and EPF for the
past nine years.

Truth be told, the govern-
mentmust stop listening to the
IndianSirHumphreysadvocat-
ing for the status quo at EPFO
andESIC.Tocreate formal jobs,
competition needs to be intro-
ducedforbothEPFO(withNPS)
andESIC(withhealthinsurance
companies). Contributions
should also be voluntary for
low-paid workers. We need to
stop levying a 42 per cent “tax”
on our lowest-paid employees.

ThewriterheadsFee-Only
InvestmentAdvisorsLLP,aSebi-
registered investmentadvisor;X
(formerlyTwitter):@harshroongta

The government
needs to introduce
competition between
EPFO and the National
Pension System (NPS),
and between ESIC and
health insurance
companies, while
making contributions
voluntary for
low-paid workers

TRUTH BE TOLD
HARSH ROONGTA

Usher incompetition
betweenEPFandNPS

PITFALLS TO
AVOID IN IPO
INVESTING
nDon’t investbasedsolely
ontipsfromfriendsor
colleagueswithoutdoing
yourresearch

nAvoidgettinginfluenced
bymarkettrendsor
excitementsurroundinga
popular IPO

nBecautiousabout
companiesthatarenotyet
profitable,as itcantakea
longtimeforthemtoshow
aprofit

n Ifyouareunsureabout
thecompany’svaluation,
don’t feelpressuredto
investduringthe
IPOphase;wait for
apricecorrectionto
offerabetterentry
pointaftertheIPOlisting




